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1.
This paper studies São Tomé and Príncipe's domestic revenue performance, discusses factors affecting tax performance and weaknesses, examines developments in domestic revenue mobilization, and offers recommendations on tax reforms. The paper notes that the country's tax performance is highly dependent on import taxes and excise duties, particularly on imported petroleum products, resulting in a volatile domestic revenue source. In addition, the country's tax administration remains very weak, resulting in weak tax enforcement and an environment of low tax morale. As a result, the country's domestic tax performance remains below potential. The paper recommends that the authorities mobilize domestic revenues by strengthening the tax administration, fully implementing the new direct tax reforms, and streamlining the existing indirect taxes. When the tax administration becomes more effective, the introduction of new indirect taxes could also help mobilize additional domestic revenues.
2.
The paper is organized as follows: Sections II and III analyze recent developments in domestic revenue performance and reforms. Section IV studies São Tomé and Príncipe's tax potential using statistical evidence and cross-country empirical analysis. Section V offers some recommendations to reform the country's tax system and move toward fiscal sustainability. Finally, Section VI concludes the discussion.
II. BACKGROUND: WHY IS DOMESTIC REVENUE MOBILIZATION NEEDED
IN SÃO TOMÉ AND PRÍNCIPE
3.
São Tomé and Príncipe is one of the smallest countries in the World. The economy is highly undiversified, with cocoa production as the main, albeit small, commercial crop and the tourism sector still in its infant years. In recent years, the public sector has been supported by large inflows of oil signature bonuses, which have been a key source of financing for large and increasing public spending. Since 2005, the country received oil bonuses of about $78 million, of which only $12 million are remaining (Table 1) . 1 Oil exploration that already took place did not confirm the existence of commercially extractable reserves. Additional drilling is expected in late 2009, pushing any prospects for oil production to 2015. If commercially extractable oil reserves are not found, and if additional oil bonuses are not received, the existing balance of the National Oil Account (NOA), which holds oil bonuses, may run out by 2014, given the annual withdrawals from the NOA to finance the central government budget. 
4.
São Tomé and Príncipe is a highly open economy. The country's dependence on imports results in a high dependence on import duties and excises as the main sources of domestic revenue. However, given that petroleum products made up about 39 percent of imports in 2008 and excises on petroleum products made up about 18 percent of total tax revenue, reliance on import duties and excises, in particular on petroleum products, adds significant volatility to the main source of revenue for the budget. At the same time, the production and export base in the country are very narrow and the administrative capacity to collect taxes is very limited, leaving the authorities with a small domestic tax base. For these reasons, São Tomé and Príncipe's tax performance compares relatively unfavorably with neighboring countries and other island economies.
5.
Mobilizing domestic revenues on a more sustainable basis will be key to meeting pressing development and social needs. The central government budget is burdened by a large public sector wage bill, which leaves little room for other crucial expenditures. At the same time, domestic revenue collection is constrained by a small tax payer base and a small economic base, as well as administrative shortcomings.
2 Despite efforts to strengthen fiscal prudence, increasing current public expenditures have persistently exceeded domestic revenues. With uncertain oil prospects, which, if they materialize, would fall far into the future, and with a dwindling stock of oil signature bonuses, public expenditures must fall and/or domestic revenues must increase to fill the gap. This is all the more important since other sources of revenue-mainly external donor support-is not sufficient to meet the increasing spending pressures. In particular, to successfully meet the social and poverty alleviation objectives under the country's Poverty Reduction Strategy Paper (PRSP) and also move closer to achieving the Millennium Development Goals (MDGs), 3 the authorities will need to mobilize domestic revenues (direct and indirect taxes) to create the much needed fiscal space to allow for increased social spending. (Figure 1) .
III. RECENT DOMESTIC REVENUE DEVELOPMENTS

A. Tax Revenue
7.
Tax revenue has shown significant reliance on indirect taxes (excise taxes and import duties). Excise duties are levied on domestically produced and imported goods at rates varying from 5 to 20 percent, except on the following products: petroleum products (15-130 percent), beverages, including alcohol (5-130 percent), vehicles (15-50 percent), and tobacco (100-250 percent) -see Appendix III. There is also an excise tax on services at 5 percent. Revenue from these taxes has averaged 35.5 percent of total tax revenue and about 5.2 percent of GDP, over the period [2001] [2002] [2003] [2004] [2005] [2006] [2007] [2008] . In 2008, excise duties on imported petroleum products alone made up almost half of total excise duties, and alone averaged about 11.7 percent of total tax revenue; reaching about 3 percent of GDP. On average, over the period [2001] [2002] [2003] [2004] [2005] [2006] [2007] [2008] , tax revenue has been increasing, albeit at a recently slower rate, mainly due to increases in excise taxes and the introduction of taxes on imported petroleum products. . This is mainly due to the large increase in imports, induced by foreign investment in construction and tourism projects. Custom duties range between zero and 20 percent. On average, collected custom duties amounted to 25.6 percent of total tax revenue over the period 2001-2008, reaching 3 .7 percent of GDP. Together with excise duties and other smaller taxes (mostly stamp duties), these indirect taxes make up about 69.7 percent of tax revenue, reaching about 10 percent of GDP.
9. Direct taxes on income (corporate, personal, and other smaller taxes) constituted about 30.3 percent of tax revenue, averaging 4.3 percent of GDP during 2001-08. Recently, the direct tax system has changed. In January 2009, the personal income tax was changed from a flat rate of 13 percent to a progressive rate of 10-20 percent, while corporate income tax rates were changed from a progressive range of 25-45 percent to a single rate of 25 percent. Other taxes, including an urban property tax, made up less than 1 percent of tax revenue over the period 2001-2008. (See Appendix II for more details on the new tax laws).
Source: Sao Tome and Principe authorities and IMF staff estimates. That is, the increase in tax revenue was smaller than that of economic growth, resulting in a smaller tax-to-GDP ratio during that year. This was mainly driven by the slower growth in indirect tax revenue, due to the fall in revenue from excise duties on petroleum products.
STP-Domestic
B. Non-Tax Revenue
11. Non-tax revenue has averaged about 2.5 percent of GDP over the period 2001-08. The main source of this revenue is from fishing royalties (from the European Union) and an in-kind oil payment from Nigeria. (Figure 2) . As a benchmark, in order to assess the sustainability of the fiscal position, it is useful to assess the level of domestic resources that can finance current expenditures.
7
Current expenditures have consistently outpaced total domestic revenues by an average of 40 percent over the period 2001-08, implying an average domestic resource gap on the order of 6.7 percent of GDP. While increases in the wage bill explain, in large part, the increase in the fiscal deficits, increased spending on goods and services (mostly on utilities) also drove the deficit up. 
13.
International comparisons provide insight into the São Tomé and Príncipe's revenue collection effort and directions for future reforms (Figures 3a, 3b , and 4). It is useful to consider two groups of comparators for São Tomé and Príncipe: a group of neighboring Sub-Saharan African countries and a group of island economies that perhaps resemble a more advanced São Tomé and Príncipe. 9 Compared to the first group of countries, in 2006, São Tomé and Príncipe's tax revenue (17.2 percent of GDP) is very close to the average for Sub-Saharan Africa (17.8 percent of GDP), and lower than the average for island economies (22.2 percent of GDP). 14. São Tomé and Príncipe's increasing current public expenditures have persistently exceeded domestic revenues, leaving it as the outlier, compared with other countries ( Figure 5 ). Here, looking at domestic revenues and total expenditures in a number of countries can help assess the extent to which a country can meet spending pressures from domestic revenue sources. Total expenditure in percent of GDP is the second highest in São Tomé and Príncipe, compared to a selected group of African countries, and its domestic revenue is comparably small.
, 11
Similarly, the country has the second highest level of total expenditure, though it fares better in terms of revenues, compared to selected, more diverse island economies. 
IV. TAX POTENTIAL-STATISTICAL EVIDENCE AND CROSS-COUNTRY COMPARISONS
15.
In looking at the performance of revenue, several economic characteristics need to be considered to judge the potential revenue for the country under study. These include (i) per capita income (as an indicator of taxable income -the tax potential should increase with increases in income); (ii) the structure of output (some sectors are more difficult to tax than others and some sectors are generally tax exempt); and (iii) integration into the world economy (openness can increase the tax base, depending on the tariff structure and investment system). Such a cross-country analysis can help provide a benchmark of the amount of tax revenue that can be collected (defined here as tax potential), if the authorities were to make an average effort in tax collection, compared to the cross-country sample.
16.
Some interesting differences are revealed when comparing São Tomé and Príncipe's economic characteristics with Sub-Saharan African countries and with more economically diverse ones. A simple look at the data in Table 3 reveals the following:

On income: Although São Tomé and Príncipe's per capita income is high compared to many other poor countries in Sub-Saharan African (SSA), relative to the average, it earns less (expect higher tax revenue levels). Compared to island economies, São Tomé and Príncipe has one of the lowest per capita incomes (expect lower tax revenue levels).
On the structure of the economy: Compared to SSA countries, agriculture value added in São Tomé and Príncipe is much lower than the average (expect higher tax revenue levels) and the country has much larger than the average services value added (expect higher tax revenue levels). Compared to island economies, São Tomé and Príncipe's agriculture and services sectors are closer to the average (expect similar levels of tax revenue).
On integration: Compared to SSA countries, São Tomé and Príncipe has much higher than average imports of goods and services (expect higher tax revenue levels, though this depends on trade liberalization and tariff structure); and much higher than the average net FDI inflows (expect higher tax revenue levels, though this depends on tax incentives). Compared to island economies, São Tomé and Príncipe has much higher than the average imports and has received much higher than the average net FDI inflows (expect higher tax revenue levels). 
17.
Overall, a simple comparative look at the data for a selected group of countries shows that São Tomé and Príncipe collects less tax revenue, despite some characteristics that should result in higher tax revenues. While the country's characteristics point to a higher tax potential than a number of neighboring African economies with relatively similar levels of development, on average, São Tomé and Príncipe's tax revenue fares somewhat worse. This is despite its larger service sector, a more open economy, and a smaller agriculture sector. Similarly, compared to the second group of countries -the more diverse island economies, which perhaps demonstrate the unfulfilled potential available to São Tomé and Príncipe, the country again fares worse in terms of tax revenue. São Tomé and Príncipe's higher agriculture production and its high openness (significantly large share of imports in the economy) reflect the narrow productive base in the economy, which, in turn, depresses its tax base. At the same time, however, the country's openness has also been partly encouraged by trade liberalization reforms, which brought down custom tariffs to a simple average of 11.6 percent, which is lower than the SSA average of 12.7 percent. This liberalization could partly explain the lower tax revenues in São Tomé and Príncipe, compared to the more restrictive trade systems. Nonetheless, as discussed above, the relative underperformance of São Tomé and Príncipe's tax revenue also highlights the cost of weak tax compliance, exemptions, and weak tax administration, as well as the country' narrow productive base.
18. Empirical analysis also shows that São Tomé and Príncipe's current tax performance seems to below potential. Cross-country analysis using tax revenue, per capita GDP, the size of the agriculture sector, and imports helped identify the country's tax potential and revealed the scope available to boost tax revenue. The following equation was used for a cross section of 38 countries in 2007:
were "Tax" is the ratio of tax revenue to GDP; "pcGDP" is the change in PPP per capita GDP; "agri" is the ratio of the agriculture output to GDP; "imp" is the ratio of imports of goods and services to GDP; and "services" is the ratio of the service sector value added to GDP. 14 See Appendix I for details of the data set and the full results of all the models used.
15 See similar cross-section studies in Josz (2007), Davoodi and Grigorian (2007) , and Bird et al (2004) . 16 The full results of the model, shown in Appendix I, indicate that São Tomé and Príncipe's tax potential could range from 20.4 to 36.4 percent. As such, this study should be considered only as indicative of the room available to increase domestic resources, rather than a benchmark for the optimal level of tax potential for São Tomé and Príncipe, since factors such as tax incentives, tariff rates, and tax administration issues are not taken into consideration in the model. This is an expected result, as discussed above, given the extent of São Tomé and Príncipe's openness, and dependence on import taxes as the main source of tax revenue. The crosssection empirical analysis also shows that the gap between São Tomé and Príncipe's actual revenue performance and the potential revenue performance in 2007 is highest among both neighboring African countries and island economies analyzed in the model (Figure 6 ). It must be noted here that this result of a high tax potential for São Tomé and Príncipe should be interpreted as indicative of some of the room available for improving the tax-to-GDP ratio. As discussed earlier, the result partly reflects São Tomé and Príncipe's current economic structure of a small agricultural sector and high dependence on imports. The results also reflect a narrow tax base (small productive base), and the weaknesses in the country's tax administration, including noncompliance, and weak collection and enforcement, due to the prevailing tax legislative structure during the period of study. In addition, a number of large enterprises, including hotels, enjoy significant tax incentives and holidays.
V. RECENT TAX REFORMS IN SÃO TOMÉ AND PRÍNCIPE
22.
On the tax administration side, the authorities passed new tax laws at the end of 2008 that should improve the tax system when fully implemented. Up to 2008, the income tax system in São Tomé and Príncipe was governed by tax laws and regulations dating back to 1993. Other taxes, such as the urban tax, were governed by laws and regulations dating back to 1898 and 1954. Indirect taxes are governed by laws dating back to 1976 and 1993. All these laws suffer from cumbersome evaluation and collection rules, special exemptions, and limited taxpayer protection. At the same time, the tax directorate's operations for tax registration, taxpayer assistance, and data input operations are all mostly manual. The administration's capacity to conduct tax enforcement activities remains extremely limited, reflecting shortage of trained staff, limited information sources, and weak ability to conduct tax audits or collection activity.
19
Both the outdated and inefficient 19 The audit function has limited personnel. There are no existing written procedures or guidelines for use by the audit staff. There is no systematic approach used to conduct the audits or prepare the audit documentation. Selection of taxpayers for audit is accomplished by a small committee using their experience and knowledge. An average of 15-20 cases per year have been audited over the years. tax laws and the weaknesses in the tax administration were behind the unsatisfactory performance of direct taxes during the period 2001-2008, as discussed above. More specifically, the high corporate tax rate, at 45 percent, may have created an environment of tax evasion and acted as a deterrent to business, thus contributing to a low tax base. Similarly, the weak tax administration has also contributed to an ineffectual tax environment, resulting in low enforcement, which exasperated the existing low tax moral, and resulted in mounting tax arrears. 20 , 21 Such weaknesses have been reflected in the 2009 Ease of Paying Taxes indicators from the 2009 World Bank Doing Business Report, which ranks countries in an indicator (the ease of paying taxes) that reflects the tax burden, the time to comply, and the number of tax payments made. Out of 181 countries, São Tomé and Príncipe ranked 151, 22 mainly due to a low ranking on the time to comply and the number of tax payments made (see Appendix IV).
23.
The new income tax laws were approved by the National Assembly in late 2008, and should be in force in from April 2009. The new laws aim to modernize and simplify the tax system, thus encouraging tax compliance, and put in place a more equitable tax framework. As discussed above, once the laws are implemented, the personal income tax rates will range between zero (for the threshold of exemption) and 20 percent, while the corporate tax rate will be unified at 25 percent (Appendix II).
24.
At the same time, as part of the country's Threshold Program with the Millennium Challenge Corporation (MCC), efforts are underway to improve the revenue administration. The authorities are working with the MCC to improve processes and automation, including tax registration, returns processing, audit, taxpayer accounting, and revenue accounting. , which is not yet established, tax collection is slowly improving. The authorities, with help from the MCC, are putting in place an enforced collection plan, which has begun collection of at least 50 cases, though 20 It is estimated that only 35-40 % of businesses are actually tax registered and an even lower percentage is filing and paying taxes. This is due to both weaknesses in the tax administration side, where enforcement is week, and the weak voluntary tax compliance 21 The weak tax enforcement has resulted in a significant stock of tax arrears of about 132 billion dobra by September 2008. For reference, this stock of arrears is equivalent to 35 percent of tax revenue in 2008 alone and 5.1 percent of GDP. 22 Countries that rank highly on the ease of paying taxes (closer to a ranking of 1) tend to have lower and less complex taxes with simple administrative processes for paying taxes and filing tax returns. 23 Portugal also provides extensive technical assistance to help improve the revenue administration. none of which are large tax payers. On tax arrears, the National Assembly is considering a tax pardon law for tax years through 2006. By providing an amnesty for past-due taxes and putting in place measures that could enable deferred tax payments, the authorities are of the view that the tax pardon law can help create the conditions for an effective national tax system. Although the introduction of tax debt deferrals is a good move toward international best practices in tax laws, providing a full tax amnesty for some tax payers, as noted in the proposed law, is not considered to be good international practice, particularly since the current broad proposal for the amnesty will result in an unfair tax treatment. 25 Overall, until such time that the Tax Tribunal becomes fully operational, and in order to improve tax collection and enforcement, the authority of the Directorate of Taxes should be enhanced, including increased monitoring of large taxpayers. In addition, a comprehensive fiscal procedures code may be necessary to create a consistent set of comprehensive tax administration procedures.
25.
On the customs' administration side, inspection and enforcement is limited by the lack of basic equipment and transportation difficulties. The customs' administration uses the 1994 UNCTAD ASYCUDA system, which is outdated with obsolete software that is no longer supported by UNCTAD. The MCC has made an initial procurement for a new ASYCUDA system for Customs and are working with the authorities to develop improved automated processes. While evasion of customs' duties is not a significant problem, mainly due to low tariffs, control of smuggling is hampered by the lack of access to entry points beyond the airport and the seaport. Moreover, delays in customs' clearance procedures reflect weak communication within the customs department and lack of transportation and inspection equipment. 
26.
In 2001, the authorities implemented a number of trade policy reforms to simplify the system and remove distortions. Export taxes and non-tariff barriers were eliminated. The tariff system was simplified with the introduction of four basic rates (zero, 5, 10, and 20 percent). 27 This lowered the average tariff rate from 20 percent to 11.7 percent, which is substantially lower than neighboring countries, placing São Tomé and Príncipe among countries with highly open trade systems. In 2007, the Council of 25 Without a clear and credible commitment to administrative reforms, an amnesty may serve as a signal of weak enforcement capacity of the tax administration, with adverse revenue consequences during and after the amnesty. A number of studies on the impact of one-shot and intermittent amnesties have shown negative revenue effects. Moreover, tax amnesties can be can result in unfair tax treatments, as they pardon tax evaders at the expense of voluntarily compliant taxpayers. See Torgler, Schaltegger (2005), Baer, Le Borgne (2008), and Bird (2003) .
Ministers approved a new Customs law, which updates and modernizes the customs' system. In addition, the authorities have prepared new customs codes that are currently under expert review by the MCC.
VI. TAX POLICY REFORMS-RECOMMENDATIONS GOING FORWARD
27. Given the challenges facing São Tomé and Príncipe, including uncertain oil prospects and rising demands to invest in development and reduce poverty, the need for increasing domestic revenue resources is clear. After much delay, new drilling for oil is expected in late 2009, pushing the prospects for possible oil production, if commercially viable amounts are found, beyond 2014. Despite this uncertainty, public expenditures (particularly current spending) have been increasing since 2004 by an average of 30 percent per year, in anticipation of oil revenues. In addition, the country's developmental needs are large, particularly in the areas of infrastructure, health, education, and poverty reduction, thus adding to the pressure on government expenditure. In this regard, one of the objectives of the country's PRSP is to boost government revenue and improve the environment for private enterprise to help achieve "fiscal discipline and reduce the threat of inflation resulting from the scarcity of financial resources". In the PRSP, the authorities committed to increasing revenue by simplifying the tax system and limiting exemptions.
28. Whether São Tomé and Príncipe becomes an oil producer or not, building a solid non-oil revenue base-less volatile and exhaustible than a natural resource-to finance public expenditures should be viewed as an essential component of sound fiscal management. As demonstrated earlier, a number of reforms have been introduced in recent years, but the domestic revenue base remains thin relative to the increasing expenditure needs and to the revenue potential. In addition, the country clearly depends on trade taxes, both custom tariffs and excise duties, including on imported petroleum products. Given the high volatility and uncertainty in international oil prices, such a dependency is increasing the economy's vulnerability, rather than improving its sustainability. Though a move toward an efficient and reliable indirect tax system would generally generate more tax revenue than a reliance on a direct tax system, this is not yet the case of São Tomé and Príncipe. This is since a more sustainable indirect tax system would rely on more complex taxes, such as Value Added Taxes (VAT). Such taxes require a more sophisticated and efficient tax administration, which the country still does not have. In addition, indirect taxes are generally regressive by nature and can increase inequity given the higher marginal propensity to consume of low income groups. By contrast, direct taxes tend to grow with income and enhance revenue buoyancy and can therefore be more dependable.
29.
Accordingly, tax reforms (both direct and indirect) and structural measures to increase revenue and expand the economy's productive base will be critical to ensuring medium-term fiscal sustainability, regardless of future oil prospects. Priority adjustment and reforms in the period ahead could include the following:  Swift implementation of the new tax laws. These laws aim at modernizing the tax system, broadening the tax base, and reducing distortions, thus increasing tax revenue over time, mostly through efficiency gains.
 Strengthened tax and customs administration. In essence, it is thought that "tax administration is tax policy".
28
Initial measures should focus on increasing administrative capacity, including enforcement of tax collection. Over time, measures are needed to ensure a system that relies on voluntary compliance, self assessment, and audits.

Reduction of tax exemptions. Direct and indirect tax exemptions to special sectors should be reduced to the minimum. While this measure requires political will, its implementation can expand the tax net and raise tax revenue while improving the neutrality of the tax system and increasing economic efficiency.
 Changing the structure of excise taxes. As discussed above and in Appendix III, there is a very wide range of products that are subject to excise taxes (currently more than 100 products at many varying rates). Some improvements can help increase the efficiency and simplicity of excise taxes, including confining taxes to the traditional goods subject to excises -tobacco, alcohol, petroleum products and a limited number of luxury goods, and linking their design to associated externalities (social and environmental costs) -higher taxes on products with more inelastic demand and higher negative externalities.
29
At the same time, the tax rate should be unified for domestically produced and imported goods, in order to remove the resulting implicit tariff protection. The excise tax on services can be increased from its current rate of 5 percent to a rate of 10 percent (on the low-side for cost recovery). This reform can be implemented gradually over the next three years and can pave the way for the future introduction of additional indirect taxes, such as a sales tax.

Over time, introduce a sales tax to replace the excise tax on a number of products. There are a large number of products, such as mineral water, soft drinks, olive oil, and small cars (see Appendix III), that should not be subject to an excise tax but could instead be subject to a sales tax. As the tax administration in São Tomé and Príncipe improves with time, the authorities can gradually move to introducing a sales tax, such as a GST or a VAT.
 Eliminate a number of other small taxes. There are a large number of cumbersome and universal stamp duties, along with other small taxes, that yield little revenue, as discussed above (also see Appendix III). These taxes are expensive to administer and cause significant inconvenience to taxpayers.
30
Eliminating the majority of these taxes could help simplify the tax system, clear administrative resources for more productive uses, ease the tax burden on the payer, and reduce tax evasion.
30.
The above tax reforms should be part of a more comprehensive policy to achieve fiscal consolidation, preserve macroeconomic stability, and develop the country's productive base. A comprehensive fiscal strategy, based on both revenue and expenditure measures, including improvements in tax administration and public expenditure management, is needed. This would include the above tax reform measures, as well as expenditure restraint, to result in a sustainable use of available use of domestic resources. Moreover, to support the revenue efforts, structural reforms are needed to improve the country's infrastructure and lay the basis for private sector development, to help expand the revenue base in a more sustainable manner over the long run. 
31.
São Tomé and Príncipe's development partners continue to support the authorities. The IMF and the World Bank provide technical assistance and policy advice, along with the support provided by the threshold program provided by the Millennium Challenge Corporation. The European Union (EU) provides project support and technical advice. In addition, in due course, cooperation through the EU's Economic Partnership Agreement and membership in the World Trade Organization can help support the country's development efforts through improved governance, social development, and capacity building, in addition to greater integration and broader access to markets.
VII. SUMMARY AND CONCLUSIONS
São Tomé and Príncipe's openness and dependence on imports results in a high dependence on indirect taxes as the main source of domestic revenue. The country is very open and highly depends on imports resulting in high indirect tax revenue, which is
30 For example, stamp duties are required on all forms, including school registration forms for children. 31 Structural reforms to boost private sector activity include legislative reforms to reduce the administrative burden on businesses and labor market reforms to increase flexibility. The country will also highly benefit from significantly improving basic infrastructure, including roads, ports, and utility provision. Such improvements will not only be beneficial for business, but also can help develop the still small yet highly promising tourism sector.
volatile. At the same time, the production and export base are very narrow, leaving the authorities with a small tax base. For these reasons, along with capacity constraints at the tax administration, São Tomé and Príncipe's tax performance compares relatively unfavorably with neighboring countries and other island economies.
33. The authorities need to mobilize sufficient domestic resources to meet the country's development and social objectives, regardless of future oil prospects. Given the challenges facing São Tomé and Príncipe, the need for increasing domestic revenue resources is clear. Despite efforts to strengthen fiscal prudence, increasing current public expenditures have persistently exceeded domestic revenues. At the same time, however, additional revenue resources from oil are uncertain. Drilling for oil has been delayed further, possibly pushing the prospects for oil production, if commercially viable amounts are found, beyond 2014.
34. In addition, São Tomé and Príncipe's revenue collection is not very efficient. The country's tax efficiency has been relatively low and tax arrears are significant. Despite genuine efforts by the authorities to reform, the tax system remains outdated and complex. Such a system has not been conducive to creating good tax morale, both on the tax administrators' and the tax payers' side.
35.
Cross-country empirical analysis shows that São Tomé and Príncipe's current tax performance seems to be below potential. The country fares much worse than the performance of its neighboring countries and other island economies, pointing to weaknesses in tax administration as well as a less diversified and smaller tax base.
36. Accordingly, a comprehensive fiscal strategy, based on both fiscal consolidation through revenue and expenditure measures, is needed. Whether São Tomé and Príncipe becomes an oil producer or not, it is more sustainable for it to rely on non-oil revenues-a less volatile and less exhaustible resource-to finance current expenditures. A number of measures are needed to improve the tax structure, strengthen the effectiveness of the tax administration, and enhance tax compliance. The fiscal adjustment and reform measures should be accompanied by a focused strategy to expand the country's productive base to ensure sustainability over the long run. Maintaining the momentum of reform will be critical for achieving meaningful and sustainable results. 
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APPENDIX I EMPIRICAL ANALYSIS
1.
In looking at the performance of revenue, several economic characteristics need to be considered to judge the potential revenue for the country under study. These include: (i) per capita income (as an indicator of taxable income); (ii) the structure of output (some sectors are more difficult to tax than others and some sectors are generally tax exempt); and (iii) integration into the world economy (openness can increase the tax base). Such a cross-country analysis can help provide a benchmark of the amount of tax revenue that can be collected (defined here as tax potential) in São Tomé and Príncipe, if the authorities were to make an average effort in tax collection, compared to the cross-country sample.
2.
The empirical model used in this paper builds on the above characteristics to study whether São Tomé and Príncipe's current tax performance is below potential. Cross-country analysis using tax revenue, change in per capita GDP, the size of the agriculture sector, and imports helped identify the country's tax potential and revealed the scope available to boost tax revenue. The following equation was used for a cross section of 38 countries in 2007:
were "Tax" is the ratio of tax revenue to GDP; "pcGDP" is the change in PPP per capita GDP; "agri" is the ratio of the agriculture output to GDP; and "imp" is the ratio of imports of goods and services to GDP. The model used was tested using an ordinary least squares.
3.
Empirical results from the model used above support the view that there is room for improving São Tomé and Príncipe's tax system. 33 The results show that the country's 2007 tax-revenue-to-GDP ratio of 16.3 percent is below the potential of 28.3 percent implied by the model (Tables I.1 and I. 2). The cross-section empirical analysis shows that the level of openness (value added of imports) and the structure of the economy (value added of agriculture) have a significant effect on the country's tax potential at the 5 percent confidence interval. At the same time, however, the change in per capita income does not significantly contribute to tax potential. All the indicators in the model have the expected signs, as follows: 32 The model was run with up to 65 countries. See below for results. 33 The results of the model should be considered only as indicative of the room available to increase domestic resources, rather than a benchmark for the optimal level of tax potential for São Tomé and Príncipe, since factors such as tax incentives, tariff rates, and tax administration issues are not taken into consideration in the model. 1/ Despite weaknesses in the data (year understudy varies for some countries), the model was checked for robustness by removing the unbalanced countries. The results were very similar to the above.
4.
The model was also tested for robustness as follows:
o Adding dummies: Two dummy variables were added for island economies and oilproducing countries. The results for the main economic indictors remain roughly the same as the original model: imports and agriculture value added are significant determinants of tax revenues-with a larger impact of imports on tax revenue potential, while the change in GDP per capita does not have a significant effect on tax revenues. The model shows that if a country is an oil producing economy, then its potential tax revenue would be positively affected. However, being an Island economy does not have a significant effect on tax potential (Table I. 3). Therefore, the results show that São Tomé and Príncipe's tax potential rises to 36.4 percent from 28.3 percent, mostly due to the increasing importance of imports. o Using a larger sample set: The size of the sample was increased from 38 countries to 56 countries. Like the original model, imports and agriculture value added remain significant determinants of tax revenues, however, the change in GDP per capita also becomes a significant determinant of tax potential but changes signs to negative (an increase in income results in lower taxes). Moreover, the role of the dummy variable changes; being an island economy significantly and negatively affects tax potential, while being an oil economy does not (Table I.4) . Consequently, the results show that São Tomé and Príncipe's tax potential falls to 20.4 percent, mostly due to the negative impact of per capita income. 
5.
Overall, empirical results from all the models used above support the view that there is room for improving São Tomé and Príncipe's tax system. The results show that the country's 2007 tax-revenue-to-GDP ratio of 16.3 percent is below the potential, which lies in the range of 20.4 to 36.4 percent (Table I.5). As such, this study should be considered only as indicative of the room available to increase domestic resources, rather than a benchmark for the optimal level of tax potential for São Tomé and Príncipe, since factors such as tax incentives, tariff rates, and tax administration issues are not taken into consideration in the model. 
Nature of Tax
Levied on all income for residents and nonresidents, in cash or in kind, from A. employment and pensions, B. business and professional income, C. capital income, and D. asset increases. Residents' income includes that earned abroad. For income from employment, the tax is withheld at source and payable by the 10 th day of the month after the deduction. For all other income, declaration forms should be filed annually in February following the tax year. All taxes must be paid by September 30 of the year following the tax year. Deductions  Personal and family deductions: 20% of annual minimum wage for each taxpayer. 25% of annual minimum wage for each taxpayer with one (nontax liable) dependent, 30% with two, and 35% with three or more. These deductions will increase to 50% for persons/families with disabilities.  Health expenses: 30% of all health-related expenses of the taxpayer and his/her household and descendants or relatives to the third degree (in the household earning less than minimum wage); and 30% of interest on debt related to health-related expenses --not exceeding 1 million dobra, or 2.5 percent of the listed expenses.  Education expenses: 30% of all education/training-related expenses of the taxpayer and his/her household; and 30% of interest on debt related to education/training-related expenses -not exceeding 1 million dobra.  30% of real property-related expenses not exceeding 15 million dobra, including maintenance, repair, and interest and principal of debt related to the acquisition and construction of owner-occupied housing.  Employee social security contributions, 50% of aggregate pension income, union dues, and international double taxation  Payments related to breach of employment contract, not exceeding the
Levied on all resident and non-resident domestically earned income, in cash and in kind. The tax is withheld at source and payable within the first 8 days of the month after the income was earned.
Deductions and Exemptions
 Earned annual income up to 480,000 dobra after 5,000 dobra monthly deductible.  Salary supplements up to 10% of the fixed monthly salary.
 Expense allowances and per diem and representation allowances up to the limits set for government employees.  Income of clergy from spiritual functions.
 Foreign personnel of diplomatic and consular missions or in the service of international or foreign organizations.  Certain moving expenses.
Rates
Flat rate of 13%.
base pay for the required notice.  All transport, travel, and per diem expenses not exceeding 10% of total taxable earnings.  Deductible expenses related to a business in the taxpayer's resident, including depreciation, interest, rent, power, utility bills, use of own vehicle, meal allowances, etc. not exceeding 10% of total taxable earnings.  Negative net earnings from business income may be deducted from positive net income over a period of 5 years.  50% of income from interests in equity (dividends, shares of corporate profits, advances on earnings, liquidation dividends) and profits from partnerships, shareholders, or associations. Exemptions  Mandatory employer social security contributions, pensions that are less than 24 million dobra per year, and severance pay  Scholarships, government bursaries, with proof of enrollment (one per tax payer), services related to professional training, and benefits for social/leisure services and/or facilities.  Staff of diplomatic and consular missions or working for international organizations.  For tax payments on asset increases, any increases from the transfer of real property if the property is the primary residence for at least 5 years located in Saotomean territory Rates For income A, B, and D: 15 million dobra = 0 % 15 -60 million dobra = 10% with 1.17 million deductible. 60 -180 million dobra = 13% with 2.5 million deductible. 180 -300 million dobra = 18% with 7.5 million deductible. Above 300 million dobra = 20% with 12 million deductible.
For income A that is withheld at source:
15 -60 million dobra = 8%. 60 -180 million dobra = 11%. 180 -300 million dobra = 16%. 15% flat tax on other gross income not specified by the law. 
New
Nature of Tax
Levied on commercial companies or noncommercial partnerships established as businesses, cooperatives, and public enterprises -not including the State, local governments, and the Autonomous region of Príncipe. The tax is assessed against earnings from commercial, industrial, or agricultural activity, even if occasional or temporary. Residents' income includes that obtained abroad. Non-residents only pay tax on their income earned in the territory. Self assessments must be submitted by August 31 of every year. Advanced payments of 25% of the assessed tax must be made in June, September, and December of the tax year. Exemptions  International organizations of which São Tomé and Príncipe is a member.  Religious organizations with independent legal status and non-profit organizations.  50% of earnings of exclusive agricultural activity, after loss deductions. Deductions  50% of travel grants and 50% of personal vehicle and passenger/cargo vehicle use (except those taxed under the IRS).  Representation expenses of no more than 2% of the volume of business (including 50% of refreshments, outings, etc.).  International double taxation. Rates A general rate of 25%. A rate of 20% for income withheld at source: income related to intellectual or industrial property rights; income from the use of agricultural, commercial, or scientific equipment; income from capital investments defined in the IRS; remuneration from statutory bodies; lottery/betting/gaming prize winnings; income from professional entertaining or sports; and income from work/services for a client in the territory.
Levied on all domestic income from any commercial, industrial, service, or agricultural business or independent profession, even if occasional or temporary. The minimum tax (Law 58/95) is payable during the first half of the year by all commercial, industrial, and artisan businesses, and the self-employed. The minimum tax is deductible from the tax on profits and is ad volarem.
Exemptions and Deductions
 Profits from investment or dividends from mutual aid societies and nonprofit cooperatives.  50% of profits from agricultural activities. A flat rate of 30% rate on taxable profits, plus an additional 15% on taxable profits in excess of 12 million dobra.
For independent professionals:
A five-bracket schedule from 5 to 30% applies to taxable profits of 60,000 to 3 million dobra;
A flat rate of 30% on taxable profits above 3 million dobra, plus a 15 % surcharge on the portion of taxable profits in excess of 3 million dobra. 
Nature of Tax
Levied on all urban property, including permanent buildings intended for housing, commercial, or industrial purposes other than exploitation of land, and the land on which the buildings are located; and buildings for construction. Exemptions  Government properties.  For two years, permanent buildings for use as dwellings by owners or their families, including buildings replacing demolished buildings, provided the construction period does not exceed 2 years.  Owners of property whose total income does not exceed 2,000 dobra per day.  All property owned by religious entities pursuing their purposes. Rates 15% on registered value corrected according to the following factors:  factor of 8 for property registered before December 31, 1970;  factor of 4 for property registered between 1971 and 1980;  factor of 2 for property registered between 1981 and 1990;  factor of 1.5 for property registered between 1991 and April, 1993; and  factor of 1 for property registered after May, 1993. 
The tax is payable by the producer and is levied on the provision of services and on the value of domestically produced goods. The tax is also payable by importers on the c.i.f. value of imports. The following valuation methods apply:
 The ex-factory price of domestically produced goods, unless distributed by an affiliated company or subsidiary;  The sales price set by the distributor less 20 percent, when the producer is affiliated with it or with its subsidiary;  The customs value of imported goods (c.i.f. plus customs duties).  In case of direct sales to consumers by producers, the ex-factory price of the goods cannot be lower than the sale price less 20 percent.
Tax assessment must be submitted no later than the 10 th day of each month The tax must be paid by the last business day of that month. Exemptions  Locally produced goods exported directly by the industrial establishment.
 Raw materials, equipment, and finished or semi-finished articles, imported or domestic, for processing or consumption by industries.
 Imported or domestic materials used for packaging agricultural goods for export.  Alcohol, when needed in industrial processes and for medical or medical-related services.  Goods imported by international organizations, foreign embassies and consulates, provided there is reciprocity of treatment.  Crafts.  Duty-free imported goods.  Gasoline for vehicles of diplomats, subject to reciprocity, and of officials of international organizations, and gasoline for publicly used aviation equipment. Rates Petroleum products = 15% (Gasoline), 60% (Gas oil and diesel oil), 130% (petroleum). Motor vehicles = 15-50% based on the value of the vehicle. Alcoholic drinks = 25-130 % (e.g. domestic beer = 60%, imported beer = 120%, champagne = 100%, whisky = 120%, etc.) Tobacco = 55 -250% All other imported goods = 2-20% All domestically produced goods = 20% Services = 5% A detailed list of the products and tax rates are annexed to Law 20/76, modified by Law 14/93. Taxes on international trade and transactions: 1-Import Duties -See Law 1/00; and Law 31/05 for more details.
Levied on the buyer on the value of imports, c.i.f.. The base price of imports also includes any royalties and trademark payments. Specific duties levied on the weight of goods are calculated on the basis of their gross, net, or actual weight. Exemptions  Goods imported by official agencies as specified in Decree 41024 of 1957 are exempt, including civil aviation aircrafts and engines; equipment, machinery, and accessories for use in any public service; fixed plant and rolling stock for railroads, hoists, and floating docks and cranes imported by the port and railroad agencies; electrical equipment for postal, telegraph, and telephone stations; construction materials, electrical equipment, and machinery and apparatus for use in water, and electricity distribution, or sewer systems, or by public works agencies; goods required for the country's development and the equipping of ports; and fertilizers and seeds for agricultural agencies.  If private enterprises enjoy a tax incentive, they will still be subject to 5 percent import duty (Law 31/05 establishes that private enterprises cannot be exempted from import duties). Rates 5% on basic goods -including all raw material or inputs for industry or agriculture; 20% on luxury goods; and 10% on all other goods -the majority of investment goods are taxed at 10%, although some are taxed at 20%. In addition to the above rates, surtaxes apply to the following products: Petroleum products, in addition to 5% import duty: Gasoline 144% surtax; Kerosene 4.4% surtax; Jet fuel 317% surtax; Diesel 57.9 % surtax. Alcoholic beverages, in addition to 20% import duty: Beer 41% surtax; Wine 25% surtax; Spirits 55% surtax. Cigarettes = 55% surtax, in addition to 20% import duty. Vehicles = 0 to 20% surtax, depending on the age of the vehicle, in addition to 10 to 20% import duty. 
2-Lighthouse User
Nature of Tax
Levied on all ships entering domestic harbors and used to defray the costs of lighthouses, lighted beacons, and light buoys. The user fee is administered by the National Port Enterprise (ENAPORT) and is earmarked for harbor operations. Exemptions None.
 Purchases of land from freeholders and redemptions of property seized in tax enforcement proceedings. Exemptions  The State, nonprofit organizations, and recipients of real estate who are descendants, ascendants, husbands, wives, brothers or sisters, for property valued at less than 30,000 dobra.  New buildings. Rates Rural and urban property = 10%. Barter deeds = 5%. Tax 
3-Stamp
Nature of Tax
Levied in the form of revenue stamps, stamped forms, stamped bills, revenue stamps, collection advice stamps, customs stamps, check stamps, pharmaceutical stamps, and miscellaneous stamps. The stamp tax is levied upon assessment and payment, when it is due on acts and contracts subject to it, and when products subject to it are exhibited or sold. Exemptions  The state, religious institutions, and some items in the schedule annexed to the regulations.  Transfers of foreign currency from abroad. Rates Examples:  Stamped forms = 500 dobra.  Revenue stamps = 1,500 dobra.  Check stamps = 3 dobra for local payments and 15 dobra for payments abroad. Tax 
4-Service Stamp
Nature of Tax
Tax on customs clearance and receipts, licenses, and certificates. Exemptions  The state, religious institutions, and some items in the schedule annexed to the regulations.  Transfers of foreign currency from abroad. Rates For customs clearance and receipts -2 to 10 dobra for values below 10,000 dobra; -An ad valorem rate of 0.15% for values above 10,000 dobra. For certificates -100,000 dobra.
APPENDIX IV EASE OF PAYING TAXES, 2009
The World Bank/IFC Doing Business includes a measure of the ease of paying taxes in 181 countries, which assesses three indicators: (i) the total tax rate (the cost of all taxes borne by the taxpayer); (ii) the time taken to comply with the major taxes; (iii) the number of tax payments for the major taxes.
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The idea behind the ease of paying taxes indicator is to give policymakers the ability to measure tax regulation performance in comparison to other countries, learn from global best practices, and prioritize reforms. The most popular reforms in 2007/2008 were reducing corporate income tax rates, and improving electronic filing and payments systems efficiency, and reducing the number of taxes paid by business. 1/ The data shows the tax that a medium-size company must pay or withhold in a given year, as well as measures of the administrative burden in paying taxes (including the number of payments made; the number of hours spent preparing, filing, and paying; and the percentage of profits paid in taxes).
